Abstract: I apply a machine learning methodology to backcast expectation error on credit spread. Using front-page articles of the Wall Street Journal, I construct a text-based market expectation of credit spread for the past century and study the relationship relationships between expectation errors and business cycles. I find that overoptimism of future credit spread predicts lower GDP growth and higher unemployment in the medium run, even after controlling for prevailing credit spread. In addition, an ex-ante predictable component of expectation error also predicts future declines in economic activities, suggesting that credit market sentiment can be an important driver of economic fluctuations. Consistent with this story, I also find that both the amount of net debt issuance and the ratio of debt issuance to equity issuance increase following a period of overoptimism.
"Textual Factors: A Scalable, Interpretable, and Data-driven Approach to Analyzing Unstructured Information" with William Lin Cong and Tengyuan Liang Abstract: FinTech firms leverage big/alternative/unstructured data, in particular texts, for originating loans, predicting asset returns, improving customer service, etc. Moreover, interpretable textual information sheds light on key economic mechanisms and explanatory variables. We therefore develop a general framework for analyzing large-scale text-based data, which captures complex linguistic structures while ensuring computational scalability and economic interpretability. We then demonstrate potential applications of our methodology to issues in finance and economics, such as forecasting asset returns or macroeconomic outcomes, valuing startups, and interpreting existing models. By combining the strengths of neural network language models, especially vector representation, and generative statistical modeling, our data-driven approach leverages high-performance computation and strikes the balance between model complexity and interpretability.
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